14). Hausman'’s finding implies that cellular systems were charging prices
substantially below the monopoly level. This can be demonstrated as fol-
lows: If they had charged higher prices, given an elasticity of demand of
less than one they would have increased their revenues (see {74). They
would also have sold less output, and this would have enabled them to
reduce their costs. Thus, a higher price would have increased profits both
by increasing revenues and reducing costs. From this Hausman infers that
cellular suppliers were not colluding to raise prices to the monopoly level.

78. It should be clear from this discussion that one cannot reach a
conclusion that regulation is necessary from evidence regarding a low
elasticity of demand for cellular services or, in less technical terms, al-
leged evidence that cellular services may be “essential” to consumers
(NYPSC Petition at 4, 12).

4. Innovation

79.  In addition to declining real prices, cellular systems appear to have
been performing well in other dimensions. There has been substantial
technological change, permitting better service (for example, reduced in-
terference and fewer blocked and dropped calls), new services (for exam-
ple, information services, voice mail, personalized traffic routing, and
data services such as remote monitoring), and higher capacity and lower
costs (for example, digital conversion). There have been many innova-
tions in pricing and other aspects of plans used to market services (for ex-
ample, pricing plans aimed at high and low use customers and occasional
callers, discounts for usage outside the central business district, and
equipment discounts and free air time for new customers).

5. Rates of Return

80. As evidence that cellular systems have been exercising market
power, it has been argued that they enjoy high accounting rates of return.
This line of argument is fatally flawed. First, some systems have low rates
of return. Second, incorrect measures of capital are used to compute the
rates of return, so the rates are not appropriate for economic analysis.
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One should use replacement costs rather than book values, and one
should include intangible assets. Also, as in many other industries, new
entrants into cellular service operate at a loss initially (Public Utilities
Commission, State of Hawaii, “Petition,” In the Petition of Public Utilities
Commission, State of Hawaii, For Authority to Extend Its Rate Regulation of
Commercial Mobile Radio Services in the State of Hawaii, FCC PR File No. 94-
SP1, Aug. 8, 1994 (HPUC Petition), at 4). It is reported that “The Santa
Barbara market apparently took years to mature and produced gradually
higher returns as the market matured and more customers were added to
the system” (CPUC Petition at 48). Similarly, a study reportedly found
that in the early years of operations, cellular carriers tended to lose
money (CPUC, Division of Ratepayer Advocates, Phase II Comments on
Regulation of Cellular Radiotelephone Utilities, 1989, reported in GAO at 26).
These start-up losses should be capitalized and included in a firm’s rate
base. Accounting rates of return also ignore the fact that spectrum is a
scarce asset that belongs in the rate base, as I have explained above. The
CPUC has pointed out that:

Accounting rates of return for wholesale carriers do not in them-
selves reveal whether profits are due to scarcity of available radio
spectrum, uncompetitive pricing, or the ordinary returns on in-
vestment that may be earned due to the riskiness of the cellular in-
dustry. (CPUC, Decision 90-06-025, Investigation on the Commis-
sion’s Own Motion into the Regulation of Cellular Radiotelephone Utili-
ties, 1990, at 93, cited by GAO at 28.)

81. It has been argued that average rates of return on equity for cellular
systems are unduly high compared to regulated returns for traditional
landline companies and unregulated returns for high tech companies
(NYPSC Petition at 8-9). In the NYPSC analysis, it is not clear how the
rates of return on equity were computed or whether they were computed
in a consistent manner, for example, as profits divided by the book value
of equity, or as profits divided by the stock market value of common
shares. Whichever way they are computed, simple comparisons of the
rates of return on equity do not shed light on whether companies are ex-
ercising market power. First, even if income and capital were properly
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measured, nothing relevant could be inferred from a high ratio of income
to capital unless an industry is in long-run equilibrium, and it is safe to
say that the cellular industry is not in long-run equilibrium. Second,
even in long-run equilibrium, the ratio of profits to equity capital will
depend considerably on risk, which varies among industries and depends
on such things as the debt-equity ratio. Third, even in long-run equilib-
rium, what one expects to be equalized, other things equal, are expected
rates of return, not the particular rates of return actually earned in any
particularly year or set of years. In any case, one certainly would not ex-
pect that rates of return to book value ¢f equity would tend toward equal-
ity. Book value of equity is a residual accounting variable that depends
heavily on all manner of historicai events that are irrelevant to economic
profits and market power, for examplz2, changes in prices since the com-
pany acquired its assets, accounting rules regarding the number of years
over which to depreciate capital assets, and whether the company ob-
tained licenses free or purchased them in the market. It should be ob-
served that some companies in industries such as cellular communica-
tions, cable television, and real estate have a negative book value of equity
because the book value of capital, based on historic acquisition prices and
accounting depreciation rules, is less than the debt of the company (for
examples, see HPUC Petition, Ex. A-1 to A-8).

6. g-ratios

82. The National Cellular Resellers Association (NCRA) argues that the
cellular phone industry’s suppdsedly high value of g, the ratio of market
value to replacement costs, indicates market power (Letter from David
Gusky, Executive Director, NCRA, FCC GN Docket No. 93-252, Jan. 21,
1994, relying on studies by Thomas W. Hazlett, “Market Power in the Cel-
lular Telephone Duopoly,” Aug. 1993, at 12-16, and “Errors in the Haring
& Jackson Analysis of Cellular Rents,” Jan. 1994, at 16-28.) The estimates
of q proposed do not provide reliable evidence of market power, however,
because they suffer from both data and conceptual problems. (The data,
which are for 1990, are from NTIA, “US. Spectrum Management Policy:
Agenda for the Future,” Feb. 1991, App. D.)
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83.  First, these estimates of q are based on data for only a small part of
the industry and for only one year, while q can vary greatly. Thus, they
may not be a reliable guide to the value of q for the industry as a whole.
The estimate of the replacement costs of the non-depreciated tangible as-
sets in the denominator in the ratio is based on data from only four firms.
The estimates of market value are based on acquisition prices of cellular
licenses, which are available for only 24 of the several hundred cellular li-
censes in this country.

84. Because q is sensitive to general economic conditions, it can fluctu-
ate widely over time. An example of the intertemporal variability of q is
given by Summers, who found that in the two days from October 19 to
October 21, 1987, the value of q for U.S. non-financial corporations rose
by more than 10 percent (L. Summers, “Stock Prices, Inflation and q,”
Harvard University, updated October 1987). Intertemporal variability of
q is a particularly serious problem for the NCRA and CPUC because they
estimate q for cellular companies for only one year, 1990. The CPUC
compares its estimates of q for the cellular industry to estimates for other
industries for 1961 to 1985 (CPUC Petition at 63). Comparing estimates
of q derived for different time periods does not help determine whether
cellular carriers exercise market power.

85. Furthermore, q ratios should not be computed using only the cost
of tangible assets as the denominator. Startup losses and intangible assets,
such as customer goodwill, technical expertise, and a skilled management
team, should be included. As a result of these errors in measuring re-
placement costs, the estimated values of q are biased upwards.

86. Moreover, even under competitive conditions the market value of
cellular companies will reflect the scarcity value of spectrum that the
Commission has allocated to cellular. The right to use this scarce spec-
trum is an important asset that is acquired in the purchase of a cellular
company. Thus, like the estimates of rates of return discussed above, the
estimates of g are biased upward because the scarcity value of spectrum is
omitted from the measure of replacement capital costs.
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87. It has been argued that in a competitive market the g ratio is equal
to or near one. That is true only if q is accurately measured and if the
market is in long run equilibrium. In a competitive industry, a firm’s high
profits are often an inducement to further investment, so a high q could
indicate a need for additicnal investment to satisfy consumer demand
(Ronald E. Shrieves, “The Use of Tobin’s q,” University of Tennessee,
1987). As investment in the industry grows, profit rates and g-ratios will
fall, but investment is not instantaneous, and that process may take years.
The role of high g-ratios as a signal of a need for additional investment in
an industry explains why faster-growing industries tend to have higher
values of q (Mark Hirschey, “Market Structure and Market Value,” Journal
of Business, Jan. 1985, 89-98; M.A. Salinger, “Tobin’s q, Unionization, and
the Concentration-Profits Relationship,” Rand Journal of Economics, Sum-
mer 1984, 159-70).

88.  The cellular market is not in long-run equilibrium. In fact, it is one
of the fastest growing industries in the country with a rapid increase in
subscribers, steadily improving technology, and the continued develop-
ment of new sources of competition. Thus, a high value of q for the cellu-
lar industry would be neither surprising nor troublesome.

L Conclusions on Market Structure and Performance

89. Based on my review of the evidence, it is my opinion that neither
cellular systems nor other CMRS providers control essential facilities. Lit-
tle of the alleged evidence of anticompetitive behavior survives careful
economic analysis. Regardless of their concentration levels, there is no
sound basis for a conclusion that cellular systems have been exercising
significant market power. There is evidence of competition, and
concentration will fall substantially over the next several years. Conse-
quently, there is no empirical basis for believing that there is a problem
with market performance that would warrant regulating CMRS pricing,
CMRS interconnection decisions, or the relationships between facilities-
based CMRS providers and resellers. Thus, unless there is some special
benefit from interconnection requirements (which I believe there is not—
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see below), the Commission should extend its historical forbearance from
economic regulation of this industry to include interconnection
regulation.

IV. Policy Purposes of CMRS-to-CMRS Interconnection Requirements

90. Section IV of my declaration explains why CMRS-to-CMRS and
CMRS-to-PMRS interconnection obligations would not have significant
benefits. Section V explains why requirements that CMRS providers make
switch-based interconnections with resellers or unbundle services pro-
vided to resellers would not have significant benefits. Section VI explains
that such regulations would have substantial costs. The imposition of in-
terconnection requirements on CMRS providers therefore fails a benefit-
cost analysis and would make consumers worse off.

91. As!explained in 4 and §{16-17, the essential facilities argument
is not relevant to the issue of imposing interconnection requirements on
CMRS providers. Furthermore, even collectively, incumbent CMRS
providers do not control facilities that are essential to new CMRS com-
petitors.

92. Nevertheless, suppose for the sake of argument that a set of CMRS
providers did, collectively, control facilities that constitute a bottleneck or
a relevant upstream market. In this case, it would still be necessary for the
set of CMRS providers to collude in order to deny access to new entrants
or other competitors in downstrearn markets. Such a collusive arrange-
ment is unlikely. First, it would be relatively easy for antitrust authorities
to detect. Second, as I have discussed in Section IlII, there is no persuasive
evidence that CMRS providers have been colluding on matters such as
pricing or interconnection. Third, the number of firms that can offer al-
ternatives to the facilities of any given CMRS provider, and thus the
number of firms that would have to be part of a collusive arrangement, is
increasing.

93. There is, therefore, no empirical basis for concluding that CMRS
providers will not supply interconnection services to other CMRS
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providers and to PMRS licensees when it is efficient from society’s point
of view for them to do so. As long as it is efficient to provide intercon-
nection services, it is possible to reach an agreement for interconnection
services that makes both parties better off. In deciding whether to inter-
connect, CMRS providers can be expected to compare the charges they
pay for use of the LEC switch and LEC trunks with the cost of installing
and operating an interconnection, including the cost of direct trunks.
Other factors that a CMRS provider would take into account are any ad-
verse effect of an interconnection on the quality of its service, and the
value of the route redundancy provided by adding a direct interconnec-
tion. If a direct interconnection reduced costs and therefore prices, both
companies would gain not only from the cost reduction itself but from
increased demand for their services. If one carrier failed to interconnect
with another when it was efficient to do so, other carriers would gain
competitive advantages from doing so. There is, therefore, no reason to
expect that CMRS providers will fail to agree to efficient interconnections.

94. Since CMRS providers can be expected to supply interconnection
services voluntarily when it is efficient for them to do so, the imposition
of interconnection requirements on them by the Commission is unlikely
to have any significant benefits. When there is competition, a refusal to
interconnect can only mean that the costs of interconnection exceed the
competitive benefits, perhaps because of the capital costs of setting up
the interconnection or because interconnection would make it difficult or
impossible for a carrier to adopt some new technology or marketing plan.
In a competitive environment a unilateral refusal to interconnect is sim-
ply an exercise in business tactics, and unlikely to have adverse conse-
quences for the process of competition.

95. Decisions by communications carriers not to interconnect are anal-
ogous to “unilateral refusals to deal” in antitrust. Refusals to deal have
been subjected to extensive analysis by courts and commentators. The
consensus today is that unilateral refusals to deal (refusals to intercon-
nect, for example) are generally benign, especially in cases where the firm
refusing to deal lacks market power. Even if the firm enjoys market
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power, a rule of reason analysis is required to weigh the costs and benefits
of interconnection requirements (Scherer and Ross at 558-62; Carlton and
Perloff at 524-539; Areeda and Hovenkamp at 765-68).

96. It is entirely possible, however, that a significant increase in inter-
connections among CMRS providers at this stage of the industry’s devel-
opment would be inefficient. After all, most traffic today and for some
time to come will be landline-to-mobile or the reverse, rather than mo-
bile-to-mobile. Interconnection through the LEC may minimize costs for
the system as a whole if the costs of direct CMRS-to-CMRS interconnec-
tions are significant, particularly in situations where the volume of
CMRS-to-CMRS traffic is limited.

97. Suppose, nonetheless, for the sake of argument that CMRS
providers would sometimes deny efficient interconnection services. To
the extent that interconnection is desired by a CMRS provider in order to
bypass the local exchange carrier for calls to and from subscribers to an-
other CMRS system, a denial of interconnection would be unlikely to
cause a significant increase in the costs for any CMRS system. One reason
for this is that only a small share of calls originating from subscribers of
CMRS services go to subscribers of other CMRS services.

98. There is no evidence that denial of interconnection is a substantial
issue, particularly in the case of interconnection between CMRS providers
and interconnection between CMRS and PMRS providers. The Commis-
sion reports that “the relatively few complaints the Commission has re-
ceived concerning cellular carriers’ denial of interconnection have in-
volved allegations that cellular carriers refused to allow resellers to inter-
connect their own facilities with those of cellular carriers under reason-
able or non-discriminatory terms and conditions” (Second Report at 4237).
Interconnection with resellers is addressed in Section V.

99. It might be argued that the Commission should conclude that an
interconnection requirement would encourage adoption of uniform stan-
dards and interoperability, and that this is a worthwhile policy goal. But
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even if the conditions were present for a market failure with respect to
standards under decentralized decision making, there simply is no reason
to believe that government intervention would improve the situation.
Further, misguided government intervention has the force of law,
whereas incorrect market decisions that turn out to allocate resources in a
non-optimal way may be overcome because of the potential for private
gain from allocating resources more efficiently.

V. Policy Purposes of Mandating Switch-Based Interconnection
with Resellers and Unbundling

100. As I explained in 4, {16, aad {18, the essential facilities argument
is not relevant to new requiremeits for switch-based interconnections
with resellers or requirements for unbundling. Cellular carriers are already
required to offer nonswitched interconnection to resellers.

101. Aside from the essential facilities argument, some parties have ex-
pressed concerns that cellular carriers have an incentive to limit the abil-
ity of resellers to compete in retail sales. However, there is no persuasive
evidence that exercise of market power by cellular carriers is a significant
problem. Without such evidence, unless their incentives are distorted by
government regulations, each cellular system has a powerful incentive to
have its retail marketing done in the least-cost manner—whether this in-
volves independent resellers or vertical integration or both. Minimization
of costs contributes to profits both cirectly and by enabling the firm to
reduce prices and increase sales. Under these circumstances, there is no
reason to expect that decisions by CMRS providers relating to indepen-
dent resellers will have an adverse effect on competition or consumer
welfare.

102. It has been suggested that an alleged declining share of resellers in
retail sales, in at least some areas, indicates that competition has been de-
clining (CPUC Petition at 29-30). However, the share of resellers has no
particular implications for wholesale competition or for consumer wel-
fare. It is the degree of competition among wholesalers that is relevant to
evaluation of interconnection regulations. A McDonalds franchisee does
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not compete with McDonalds the franchiser, and the market share of in-
dependently owned McDonalds outlets, vis-a-vis company-owned stores,
sheds no light whatever on the degree of competition faced by
McDonalds at the wholesale level. Furthermore, the market share of inde-
pendent resellers has no direct implications for consumer well-being. In
some markets suppliers are vertically-integrated into retailing, in some
they use dual distribution systems and sell to consumers both directly
and through independent resellers, in others they sell only through re-
sellers, and in some markets some suppliers use one of these organiza-
tional forms and others use ancther. All these options are compatible
with competition.

103. When a wholesale supplier, such as a facilities-based cellular
provider, uses a dual distribution system in which it otfers service both
through company-owned retail outlets and through independent re-
sellers, complaints by the independent resellers are common. Their exis-
tence is not evidence of anticompetitive behavior, as much antitrust law
and commentary makes clear (Areeda and Hovenkamp at 808-14; Owen
and Braeutigam, chap. 1). Unbundling may be denied because it would be
inefficient, and a complaint may be nothing more than an effort to ob-
tain service at an artificially low price.

VI.  Costs of Regulating Interconnection and Unbundling

104. The imposition of interconnection requirements on CMRS
providers by the Commission would have no benefits. It would, however,
be likely to result in substantial costs. First, it would lead to the provision
of interconnection services in situations in which the value of the inter-
connection was less than the cost. CMRS providers, resellers, and PMRS
licensees would be likely to request inefficient interconnections because
of pricing distortions, that is, because they would be able to obtain ser-
vices at artificially low prices that do not fully reflect their costs. Regula-
tion is too imperfect to discriminate accurately between situations in
which interconnection is efficient and other situations in which it is inef-
ficient. Both to avoid lengthy proceedings and as a result of such proceed-
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ings, CMRS providers would be induced to provide interconnections that
are not worthwhile.

105. Interconnection requirements, like many other types of regulation,
would also impede technological progress and innovation. Interconnec-
tion requirements by their nature constrain the technology and market-
ing choices available to suppliers. The possible adverse effects of inter-
connection requirements on tecknological innovation can be illustrated
in two ways. First, consider the impact of a hypothetical new switching
technology for mobile communications that, if adopted, would lower
switching costs by 50 percent. Further assume that customer equipment is
transparent to the new technology, but that interconnecting carriers’
switches are not. Any given carrier cannot adopt the new technology un-
less all interconnecting carriers do so. In these circumstances, a carrier
would have to balance the gains from investing in the new technology
(lower costs, lower prices, higher market share) against the costs (lost traf-
fic from interconnecting carriers, increased costs from alternative inter-
connect paths, such as a LEC switch). Given competitive conditions,
there is no reason to suppose that this decision will not be made in a way
that best serves the interests of customers. But an interconnection re-
quirement would either make the new technology unusable until all car-
riers were prepared to adopt it, or at least reduce the cost savings by re-
quiring the innovating carrier to maintain two regimes.

106. Second, consider an analogy from the early history of the automo-
bile industry. As that industry dev.loped, engineers and designers had to
make a series of decisions about standards for tires, fuel, and other items
provided by third parties to consumers who purchased automobiles. Each
automobile company had the same ranjje of incentives and trade-offs de-
scribed above with respect to the adoption of new technologies and
product designs. Sometimes, adoption of a new technology, such as en-
gine improvements, made new automobiles incompatible with old acces-
sory products, such as motor oils. A government requirement that each
manufacturer had to maintain interconnectability with all of its various
suppliers or competitors would clearly have frustrated the development of
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the automobile, perhaps freezing technology for many years. The absence
of government interconnection standards does not seem to have hin-
dered the development of both engines and motor oils. While it is easy to
see why some firms might benefit from such government intervention, it
is very hard to see how consumers ‘could benefit.

107. Even without explicit regulation of prices for interconnection ser-
vices, imposition of an interconnection obligation inevitably brings with
it implicit regulation of prices. Presumably, prices will have to be
“reasonable” and “non-discriminatory.” It follows that imposition of in-
terconnection obligations would suffer from many of the problems of
price regulation. Similarly, unbundling requirements will invoive regula-
tion of prices of affected services. Price regulation limits the ability of reg-
ulated firms to respond to changes in technology, cost and demand con-
ditions, and deters new investments, quality improvements, introduction
of new services, and entry by reducing returns on pro-competitive activi-
ties. The distorting effects of price regulations that limit returns on in-
vestments are likely to be greatest in industries such as CMRS that are
characterized by rapid growth, technological change, and relatively high
risk. Imagine that the prices of automobiles had been regulated during
the early days of the Ford “monopoly.” It is unlikely that investment by
others in new technologies and products would have taken the same path
that it did.

108. In industry after industry, regulation has restricted the introduc-
tion of new products and new sources of competition. For example,
Commission regulations in the late 1960s and early 1970s delayed the
growth of cable television (Owen and Wildman at 215). Other industries
in which regulation was used to prevent or restrict competition include
international telecommunications, title insurance, surface freight trans-
portation, and airlines (Owen and Braeutigam; Sam Peltzman, “The Eco-
nomic Theory of Regulation after a Decade of Deregulation,” Brookings
Papers on Economic Activity: Microeconomics, 1989, 1-41).
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109. Mandatory access requirements may create free rider problems that
dampen the incentives of CMRS providers to make improvements in their
networks, particularly where access is provided to a firm that is also a
competitor. Returning to the example of the Ford “monopoly,” it is un-
likely that the world would have been a better place if Ford had been re-
quired to “unbundle” so that Nash, for example, could sell Ford chassis
with Nash bodies, or had been required to allow Nash to use its assembly
lines, intellectual property, distribution facilities, and other assets.

110. It is also important to remember that government regulations in-
volve substantial administrative costs both for the industries being regu-
lated and for the government.
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VII. Conclusion

111. For the reasons given above, I have concluded that decisions on in-
terconnection and bundling are best left to the market rather than being
subjected to regulation. There is no persuasive evidence that obligations
to provide interconnections, other than those that result from market
forces, would have significant benefits, but such obligations are likely to
have substantial costs. Interconnection obligations, as well as other types
of regulation such as mandatory unbundling of services sold to CMRS re-
sellers, would therefore be likely to harm consumers. Neither cellular sys-
tems nor other CMRS providers control essential facilities. Regardless of
concentration levels, there is no sound basis for a conclusion that CMRS
providers have been exercising significant market power. There is evi-
dence of sufficient competition, and concentration will fall substantially
over the next several years. Consequently, there is no empirical basis for
believing that there is a problem with market performance that would
warrant regulating CMRS interconnection decisions or the relationships
between facilities-based CMRS providers and resellers. Overall, I conclude
that conditions warrant continued forbearance from regulation.

[ declare under penalty of perjury that the foregoing is true and correct.

Bruce M. Owen

September 12, 1994
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